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Relationship between Public Financial Management 
System and Aid Effectiveness 
 
I. Introduction 
The purpose of this thesis is to investigate the aid effectiveness. In particular, it aims to 
examine whether strengthening public financial management (PFM) systems of aid recipient 
countries makes aid more effective or not. 
A large amount of foreign aid has been devoted for decades to economic growth and 
poverty reduction in the developing world. Yet, there still has existed a heated debate over the 
effectiveness of aid. While tackling this controversial issue, both recipients and donors 
recognize that the aid effectiveness must be increased significantly to spur developing 
countries’ economic growth: they put every effort to widen development cooperation and are 
committed to improving the aid effectiveness through a series of mutual commitments 
marked by four consecutive events: “High Level Forum (HLF) on Aid Effectiveness in Rome 
(2003), Paris (2005), Accra (2008) and Busan (2011)” organized by the OECD Development 
Assistance Committee (DAC).1 These concerted efforts have brought a new paradigm of 
development assistance in terms of aid effectiveness. 
Aid donors and partner countries have specifically put emphasis on the strengthening of 
fiscal and aid management system over the past two decades. As the use of program aid 
modalities like budget support has increased, interest in country PFM system has become 
more prominent.2 This is because budget support basically channels foreign assistance 
directly through recipient countries’ budget systems. Consequently, PFM system has been 
highlighted to reinforce national fiscal policies, achieve aid allocation, and secure 
                                           
1 “http://www.oecd.org/dac/effectiveness/thehighlevelforaonaideffectivenessahistory.htm” 
2 Paolo de Renzio, "Measuring the Performance of PFM Systems", Professional Development Reading Pack, 
GSDRC, 2015 
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transparency in the use of public money – ultimate goal of sound and strong public financial 
management systems. 
In addition, PFM system has been considered as the key determinants of a country’s 
development prospect because both recipients and donors have become aware of the fact that 
the quality of the government of aid recipient countries is one of the critical preconditions on 
improving aid effectiveness. Some studies conducted by the World Bank (1998) and by 
Burnside and Dollar (2000) indicated, “Aid is effective in a sound policy and institutional 
environment, so poor countries with good policies should get more aid than ones with 
mediocre policies.” With such a broad consensus that foreign aid works in a good policy 
environment, the Paris Declaration principles were established and addressed to help enhance 
sound policies and institutions for managing aid and aid relationships. 
In particular, a series of international commitments on aid effectiveness commit recipient 
countries to reinforcing their PFM systems and call upon donors to expand the amount of 
external finance that pass through country PFM systems instead of employing parallel 
systems, according to the OECD.3 Out of five Paris Declaration principles, effective ways of 
strengthening and using PFM systems are explicitly described in (i) Ownership, (ii) 
Alignment and (iii) Harmonisation.4 Plus, the Manila Consensus as a further step requests 
partner countries and development partners to continuously take appropriate actions to 
strengthen PFM systems under a sustained and appropriate mechanism through a series of 
HLF.5  
In fact, in previous studies, we have observed that foreign aid influences overall fiscal 
responses of aid recipients. Past studies mostly have focused on broader impacts of foreign 
aid on fiscal conditions and policies of recipient governments. These studies have shown that 
there is an actual positive association between foreign aid and fiscal variables that are closely 
connected with country PFM systems. A recent study (Lee, K. W. and Lee, A. R., 2014) 
pointed out, “increasing aid to developing countries can help boost public investment and 
reduce fiscal deficits and debt burden.” This has provided us with vital information on the aid 
                                           
3 http://www.oecd.org/dac/effectiveness/pfm.htm 
4 Table 1. Paris Declaration commitments on PFM system 
5  OECD, “Manila Consensus on Public Financial Management Partnering to Strengthen Public Financial 
Management for Effective States”, Task Force on Public Financial Management, 2011 
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effectiveness in a fiscal aspect. 
However, now that there have been no empirical studies of the impact of strengthening and 
using country PFM systems on the aid effectiveness, we are not able to make a conclusion 
that whether PFM system is essential for aid effectiveness or not. If an evaluation study on 
PFM systems is implemented, we could know if strengthening PFM systems has any relation 
to achieving significant economic growth in developing nations. Moreover, further studies are 
needed with a clear definition of what PFM system consists of. In recent years, various 
assessment instruments like the “Public Expenditure and Financial Accountability 
(PEFA)” framework has evolved in an attempt to measure the quality of PFM system in 
partner countries (OECD, 2011). In spite of these efforts, it has never been empirically tested 
if stronger PFM systems of partner countries are associated with promoting economic growth 
in reality. This study aims to fill this gap and evaluate sound PFM system’s contributions to 
the aid effectiveness. 
To this end, this study conducts a research hypothesis test to prove the relationship 
between PFM systems of recipient countries and the effectiveness of aid. The hypothesis to 
be tested is that a country with stronger PFM systems achieves a higher economic growth rate. 
An alternative hypothesis is that a country with stronger PFM systems does not achieve a 
higher economic growth rate. If each indicator of the PFM system was accepted to have 
positive impacts on fostering aid effectiveness and economic growth, they could be 
accredited to continually playing an important role in the Sustainable Development Goals 
(SDGs) era, officially known as “Transforming our world: the 2030 Agenda for Sustainable 
Development”.6 
In terms of methodology and data, this study applies time series and panel data methods to 
60 recipient countries during the period of 2001-2015. PEFA is used as public financial 
management performance data to evaluate PFM systems of aid recipient countries. Since 
every aid recipient country has not been assessed within the same period of time, this study 
takes observations which are an average of three 5-year periods (2001-2005, 2006-2010, and 
                                           
6 “The Sustainable Development Goals (SDGs) is a set of 17 global Goals with 169 targets between them. 
Spearheaded by the United Nations through a deliberative process involving its 193 Member States, as well as 
global civil society, the goals cover a broad range of sustainable development issues. They specifically include 
ending poverty and hunger, improving health and education, making cities more sustainable, combating climate 
change, and protecting oceans and forests.” (https://en.wikipedia.org/wiki/Sustainable_Development_Goals) 
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2011-2015). These test findings have significant implications for further assessing PFM 
system performance and modifying its assessment frameworks in the future. Moreover, such 
evaluation provides a new direction of international development cooperation towards better 
aid practices. 
A limitation of this study is that it is not able to sample a larger amount of data because 
only those countries which have more than two assessment data could be taken as a sample 
available to compare with different variations over time. Also, some studies criticized that 
PEFA indicator itself has limitation to measuring country PFM system. These studies stated, 
“The PEFA framework is not comprehensive in that it focuses on the operational performance 
of the key elements of the PFM systems, rather than the legal framework and the strategic 
interactions between various actors at different stages of the budget process” (IMF, 2010).7 
However, as a matter of fact, other sorts of PFM indicators are also selective in their own 
perspectives. In this regard, PEFA frameworks are the primary source of data for criteria 
related to the PFM system so far. 
The rest of this paper is structured as follows: the second section reviews a series of 
international commitments to aid effectiveness and PFM system and analyzes the definition 
of PFM system and its assessment framework. Also, previous literature on impact of aid on 
governmental fiscal behavior and various determinants of aid effectiveness are examined to 
help explore the relationship between PFM system and aid effectiveness; the third section 
addresses the data and methodology of the empirical test used in this paper; the fourth section 
provides the implications of the empirical test; and the last section includes conclusions and 
recommendations. 
 
II. Literature Review 
1. The Agenda of PFM System in International Development  
Undoubtedly, PFM system is one of the central issues of the agenda in the international 
development community. Above all things, it is extremely important to clarify what consists 
of PFM system prior to analyzing it because the definition and scope of PFM system 
                                           
7 p.9, Budget Institutions and Fiscal Performance in Low-Income Countries, IMF Working Paper, 2010 
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determines how to measure PFM performance and its impact on aid effectiveness in the 
developing world. 
A. International Commitments to PFM System 
According to the OECD, Aid effectiveness commitments – the Paris Declaration, 
Accra Agenda for Action and Busan Partnership for Effective Development Co-operation 
– agreed that “strong public financial management (PFM) systems are essential for 
effective and sustainable economic management and public service delivery.” Also, it is 
said, “states are effective and accountable when they are underpinned by good PFM 
institutions and systems. Good PFM systems are also indispensable in ensuring that aid is 
being used to achieve development goals.”8 
In more details, the DAC working party on aid effectiveness issued “Harmonising 
Donor Practices for Effective Aid Delivery” publication in 2003 and it explicitly noted 
the importance of quality of country PFM system and its performance. Also, it provided 
specific guidelines for capacity development of PFM system as a further step. Also, in the 
2005 Paris Declaration, as part of global efforts to improve the aid effectiveness, it was 
highlighted, “partner countries committed to strengthening their national systems, while 
donors committed to using these systems to the maximum extent possible” (OECD, 
2005). Taking a close look at the Paris Declaration principles, we can frequently find 
statements that place an emphasis on the strengthening and using of country PFM system 
for improving aid effectiveness. It is shown in the below Table 1. 
[Table 1] Paris Declaration commitments to PFM system 
Ownership 
(14) Partner countries commit to:  
 “Exercise leadership in developing and implementing their national 
development strategies through broad consultative processes.” 
 “Take the lead in coordinating aid at all levels in conjunction with other 
development resources in dialogue with donors and encouraging the 
participation of civil society and the private sector.” 
(15) Donors commit to: “Respect partner country leadership and help strengthen their 
capacity to exercise it” 
                                           
8 http://www.oecd.org/dac/effectiveness/pfm.htm 
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Alignment 
Donors align with partners’ strategies 
(16) Donors commit to:  
 “Base their overall support – country strategies, policy dialogues and 
development cooperation programs – on partners’ national development 
strategies and periodic reviews of progress in implementing these strategies” 
(Indicator 3). 
Donors use strengthened country systems  
(21) Donors commit to:  
 “Use country systems and procedures to the maximum extent possible. Where 
use of country systems is not feasible, establish additional safeguards and 
measures in ways that strengthen rather than undermine country systems and 
procedures.” 
 “Avoid, to the maximum extent possible, creating dedicated structures for day-
to-day management and implementation of aid-financed projects and 
programs.” 
Strengthen public financial management capacity  
(25) Partners commit to:  
 “Publish timely, transparent and reliable reporting on budget execution.” 
(26) Donors commit to:  
 “Provide reliable indicative commitments of aid over a multi-year framework 
and disburse aid in a timely and predictable fashion according to agreed 
schedules.” 
 “Rely to the maximum extent possible on transparent partner government 
budget and accounting mechanisms.” 
Harmonisation 
Donors implement common arrangements and simplify procedures  
(32) Donors commit to:  
 “Implement, where feasible, common arrangements at country level for 
planning, funding (e.g. joint financial arrangements), disbursement, 
monitoring, evaluating and reporting to government on donor activities and aid 
flows. Increased use of program-based aid modalities can contribute to this 
effect.” 
Deliver effective aid in fragile states  
(39) Donors commit to:  
 “Avoid activities that undermine national institution building, such as 
bypassing national budget processes or setting high salaries for local staff.” 
Managing for Results 
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(44) Partner countries commit to:  
 “Strengthen the linkages between national development strategies and annual 
and multi-annual budget process.” 
Mutual Accountability 
(48) Partner countries commit to:  
 “Strengthen as appropriate the parliamentary role in national development 
strategies and/or budgets.” 
(49) Donors commit to:  
 “Provide timely, transparent and comprehensive information on aid flows so as 
to enable partner authorities to present comprehensive budget reports to their 
legislatures and citizens.” 
 (Source: OECD, 2005) 
Furthermore, in the Manila Consensus on Public Financial Management, it was 
recognized, “(i) more needs to be done at country level to support and strengthen PFM as 
an essential component of better economic governance; and (ii) international fora can 
assist in providing a peer review mechanism as well as a platform for knowledge sharing 
on strengthening and using country PFM systems. It sets out a number of commitments 
specifically focusing on PFM” (OECD, 2011). 
 
B. Definition of PFM System  
Not a few studies have previously attempted to analyze the PFM system of the 
developing nations and in those studies many different languages were mixed up and 
used thoughtlessly such as fiscal policy, fiscal behavior, budget institutions, budget 
implementation, etc. However, as a matter of fact, these papers have not dealt with all 
phases of the budget cycle in an accurate manner. As such, at the first step, this paper 
aims to clarify what components PFM system has and analyzes its unique characteristics 
and its performance measurement framework as well. 
There are minute differences in the definition of what constitutes PFM system 
respective international organization has made. Taken together, PEFA specifies that PFM 
system overall contains “all phases of the budget cycle, including the preparation of 
budget, internal control and audit, procurement, monitoring and reporting arrangements, 
and external audit.” The main objectives of PFM are to implement overall national fiscal 
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policies, allocate resources by priority needs, and deliver public services effectively. Also, 
PFM is closely concerned with cross-cutting issues such as transparency and budget 
comprehensiveness in the public sector. In the Figure 1, we can see a total of eight stages 
of the budget cycle in country PFM system and the characteristics of each step are 
described as below: 
[Table 2] Country PFM Systems at Each Stage of the Budget Cycle 
 
 
 
 
i. Planning: “Program and project aid spending is integrated into spending 
agencies’ strategic planning and supporting documentation for policy intentions 
behind the budget submissions. Good practice calls for annual budgets to be 
guided by medium-term strategies.” 
ii. Budget: “External financing, including program and project financing, and its 
intended use are reported in the budget documentation. Budget documents may 
be assessed on how clearly they show aid as a source of finance, and, where 
appropriate, as the earmarked source of finance for particular expenditures.” 
iii. Parliament: “Approved by parliament, external financing is included in the 
revenue and appropriations. Parliament is legally responsible for authorizing 
expenditure by the executive branch, and inclusion of aid in the appropriated 
budget signifies that the executive should be accountable to parliament for aid-
funded expenditure.” 
9 
 
iv. Treasury: “External financing is disbursed into the main revenue funds of 
government and managed through government’s systems. Treasury should 
support the government’s financial management systems and capacity, facilitate 
efficient cash management and reinforce financial discipline and facilitate aid 
capture on other budget system dimensions.” 
v. Procurement: “Externally-financed procurement follows government 
standards and procedures. Procurement standards are the foundation for proper 
and effective use of aid.” 
vi. Accounting: “External financing is recorded and accounted for in the 
government’s accounting system in line with the government’s classification 
system.” 
vii. Auditing: “The government’s auditing monitors external financing. A 
precondition for audit is the submission of timely accounts.” 
viii. Reporting: “External financing is included in ex post reports by the 
government. The reporting of the budget system acknowledges that monitoring 
public expenditures involves a much wider range of financial and other reports 
than those provided by the formal government accounts.” 
 
 
(Source: Mokoro, 2008)   
 
C. PFM Assessment Tools and Coverage of PEFA Framework 
Followed by the definition of the PFM system, it is imperative to design how to 
measure its assessment for estimating the quality of the system in each recipient country. 
Actually, it is more than true that “a wide variety of assessment instruments had evolved 
in an uncoordinated way over the past few years” (OECD, 2011). But, it has rather 
caused issues of duplication and gaps in scopes and observed that diagnoses in a number 
of cases did not offer users a simple, objective and scientific way of measuring progress 
in analzying PFM system weaknesses. As an effort to cope with this problem, PEFA was 
established across the organizations and is aimed at harmonizing the country level 
assessment of PFM system. 
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The PEFA Framework has played a significant role as collective standalone tools for 
assessing country PFM system. This Framework has the advantage in that it contains a 
pool of standardized information on current status of PFM performance and progress and 
share with all stakeholders. Also, PEFA said that “we create integrative and narrative 
reports based on indicators and assessing performance; and based on observable, 
empirical evidence, updated periodically, depending on country circumstances and 
operational needs.” The performance report also includes country information needed to 
gain an understanding of the overall assessment of PFM performance.  
Also noteworthy, a number of states are widely using the PEFA Framework these days 
and it means that the Framework is being trusted and respected as a uniform evidence-
based tool.9 This proliferation of use indicates that it is being utilized by a number of low 
and middle income countries in the world. The majority of governments around the world 
are using it as well for their own purposes and driving the process to a larger degree. The 
evidence also implies that PEFA assessments are being coordinated among donor 
countries and that there is no overlap or duplication of national PEFA assessments, 
compared to any other assessment tools (OECD, 2011). 
Moreover, the most contributions of PEFA Working Group is concerted attempts to 
focus on the “how” capacity development in PFM takes place, while most donors have 
paid attention in the past decade to “what” PFM reforms should look like. “We have 
designed the PFM performance measurement framework as a means to provide a 
framework for measuring, assessing and reporting on all aspects of PFM”, said PEFA. 
PEFA creates a PFM performance report and a set of quantitative indicators which are 
drawn from “HIPC (Highly Indebted Poor Countries) expenditure tracking benchmarks, 
the IMF Fiscal Transparency Code and other international standards”. This identifies 
seven pillars that are essential to achieving these objectives of performance in an open 
and orderly PFM system. The seven pillars thereby define the key elements of a PFM 
system. They reflect what is desirable and feasible to measure the performance of 
countries’ PFM systems (PEFA, 2005 & 2016). 
                                           
9 p.28, OECD, Stocktaking Study of PFM Diagnostic Instruments, Task Force on Public Financial Management, 
2011 
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In addition, the PEFA framework document contains “74 dimensions to 31 high-level 
PFM performance indicators”, grouped (but not aggregated) into six core dimensions of 
PFM performance, and an outline performance report. Scoring of the 31 performance 
indicators is the heart of the PEFA process. For each indicator, the score takes into 
account a number of dimensions and each dimension is scored respectively on a four-
point ordinal scale: A, B, C, or D, according to precise criteria established for each 
dimension (OECD 2011, PEFA 2005 & 2016). 
The PEFA report is easy and direct to comprehend, contains the most related aspects of 
the PFM system, and offers basic information on each recipient’s budgetary performance. 
Since 2005, the PEFA Framework has been used to carry out more than 500 PEFA 
assessments in 150 countries; a rate of 35-40 assessments per year, contributing to 
coordinated government/donor PFM assessments.10 In particular, between 2012 and the 
end of 2015 more than 144 countries had carried out a PEFA assessment and 66% of 
these carried out repeat assessments (PEFA, 2016). 
[Table 3] The Seven Pillars of PFM Performance and the Budget Cycle 
 
 
 
                                           
10 p.33, OECD, Stocktaking Study of PFM Diagnostic Instruments, Task Force on Public Financial Management, 
2011 
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i. Budget Reliability: “The government budget is realistic and is implemented as 
intended. This is measured by comparing actual revenues and expenditures (the 
immediate results of the PFM system) with the original approved budget.” 
ii. Transparency of public finances: “Information on PFM is comprehensive, 
consistent, and accessible to users. This is achieved through comprehensive 
budget classification, transparency of all government revenue and expenditure 
including intergovernmental transfers, published information on service delivery 
performance and ready access to fiscal and budget documentation.” 
iii. Management of assets and liabilities: “Effective management of assets and 
liabilities ensures that public investments provide value for money, assets are 
recorded and managed, fiscal risks are identified, and debts and guarantees are 
prudently planned, approved, and monitored.” 
iv. Policy-based fiscal strategy and budgeting: “The fiscal strategy and the 
budget are prepared with due regard to government fiscal policies, strategic 
plans, and adequate macroeconomic and fiscal projections.” 
v. Predictability and control in budget execution: “The budget is implemented 
within a system of effective standards, processes, and internal controls, ensuring 
that resources are obtained and used as intended.” 
vi. Accounting and reporting: “Accurate and reliable records are maintained, and 
information is produced and disseminated at appropriate times to meet decision-
making, management, and reporting needs.” 
vii. External scrutiny and audit: “Public finances are independently reviewed and 
there is external follow-up on the implementation of recommendations for 
improvement by the executive.” 
(Source: PEFA) 
 
2. PFM System and Aid Effectiveness 
There have been many studies on the aid effectiveness in its history since foreign aid was 
marked by heated controversies. Despite this fact, unfortunately, there has never been any 
empirical research proving that there is an actual correlation between strong PFM system 
and aid effectiveness. Yet, similar studies can be found innumerably which are to be useful 
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references to this paper. This part will touch upon some previous studies by dividing into 
two categories: impacts of aid on governmental fiscal behavior and various determinants of 
aid effectiveness. 
 
A. Impact of Aid on Governmental Fiscal Behavior  
In the early days, studies on foreign aid mostly focused on the impact of aid on fiscal 
behavior of recipient countries. A sizable literature has explored the impact of aid on 
domestic saving, which was considered the most critical determinant of economic 
development. The literature considers savings and investment as a key measurement of 
the effectiveness of aid. 
In these studies, optimists argued that “aid would yield a dollar-for-dollar increase in 
savings”. On the contrary, pessimists held a view that “aid would result in unproductive 
government expenditure, corruption and the crowding out of private savings.” 
Experiences and results varied from countries to countries. However, the average results 
from the regression literature indicated that the truth lies between these two extremes: 
while aid does increase savings, it does not increase savings dollar-by-dollar by the 
amount of aid (M.G. Quibria, 2014).  
Meanwhile, over time, this subject of research has been extended into fiscal behaviors 
and its response studies, and they have covered major fiscal variables including public 
expenditures, government revenue and domestic borrowing in a more comprehensive 
way. According to the recent study (Hussen and Lee, 2012), it is reported “increasing aid 
to developing countries can help boost public investment, which in turn might crowd in 
private investment. Furthermore, increases in aid can also help reduce fiscal deficits and 
debt burden via decreasing crowd-out effects of tax revenue and no increases in public 
sector borrowing.” This positive trend will be extended if aid donors do channel most of 
their aid money through recipient governmental budget system. 
 In particular, the paper published by Lee, K. W. and Lee, A. R. (2014) showed that 
“foreign aid is positively associated with public investment having the impact of loans 
being greater than that of grants, and negatively associated with government consumption. 
Although it is hard to say that consumption spending does not necessarily leads to growth 
since it complements public investment projects and may often be human capital 
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investment, the significantly positive effect of foreign aid on the level of public 
investments implies that aid can contribute to economic growth of recipient countries 
more in the future than was anticipated in the past.” 
The results also mean that “grants are still negatively associated with tax revenue 
collection, resulting in continued fiscal deficits, but the size of crowding out effects on 
tax revenue weakened during 1990-2011. Foreign aid (both grants and loans), however, 
does not affect the level of borrowing during the same period, which suggests that aid, at 
least, does not tend to increase fiscal deficits. These results are consistent with the 
enhanced efforts by developing countries to mobilize revenue through tax policy and 
administration reforms and to reduce fiscal deficits. Increased use of revenue benchmarks 
in many low-income countries to strengthen revenue performance can be the evidence of 
such efforts” (Benedek et al., 2012). 
As shown from the above, it is not difficult to find previous studies on the broader 
impacts of foreign aid on the fiscal policy of recipient economies to measure the aid 
effectiveness. Even if fiscal variables such as public investment, government 
consumption, tax revenue, and borrowing cannot be directly interchangeable with 
country PFM systems, many papers have formerly dealt with the relationship between 
foreign aid and fiscal behavior or response in various ways. However, it should be noted 
that this study is the first attempt to empirically test sound PFM systems’ impacts on aid 
effectiveness. In this light, this paper has a very significant implication on the 
relationship between PFM system and aid effectiveness. 
[Figure 1] Foreign Aid’s Impact on PFM System (Past Studies) 
 
 
[Figure 2] PFM System’s impact on Aid Effectiveness (This Paper) 
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B. Various Determinants of Aid Effectiveness 
The next round of research focuses on the determinants of aid effectiveness. In 
previous studies, many papers have attempted to identify what makes aid more or less 
effective in boosting economic growth. Various factors impacting on aid effectiveness 
can be grouped into three different categories: 
Firstly, the effectiveness of aid depends on the quality of the government of the 
country receiving that aid. This argument became influential with the publication issued 
by the World Bank (1998), claiming that “aid was more effective in countries which had 
sounder policies.” As a matter of fact, by the mid-1990s there was a considerable volume 
of empirical work on the macroeconomic impact of aid (Hansen and Tarp, 2000). In 
particular, two papers by Burnside and Dollar (1997 & 2000) suggested that “(1) aid is 
generally ineffective in promoting growth and (2) the impact of aid on growth is positive 
in countries with a good policy environment.” 
Also, M.T. Hadjimichael et al. (1995), R.N. Durbarry, and Lensink and White (1999) 
found out in the empirical studies that “when the empirical relationship introduces 
nonlinearity in the impact of aid, it drives out the signiﬁcance of the “aid*policy” 
interaction effect.” With this conditional effectiveness on the “aid*policy” interaction, a 
list of different indices have been used broadly to explore policies and institutions in their 
aid-effectiveness studies, while increasing studies on good governance. This list of 
indexes includes “the BD policy index”, “the index of economic management”, “the 
international country risk guide (ICRG) index”, “a la Knack and Keefer (1995)”, “the 
Kaufmann, Kraay, and Zoido-Labotan (2002) (KKZ) index of governance,” and “the 
World Bank’s country policy and institutional assessment (CPIA) index” (M.G. Quibria, 
2014). 
Second, aid effectiveness depends on the quality of the aid donor. Some analysts 
argued that “the performance of aid is undermined because aid donors are not subject to 
the usual accountability and feedback mechanisms which govern public sector operations 
in developed countries” (Easterly, 2006). Also, other studies insisted that “aid donors 
may lack the local and technical knowledge required to be effective operators.” The 
principle of selectivity has gradually risen as the operating framework for aid allocation 
by international development organizations. In fact, selectivity is also closely related with 
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the first determinant, good policies, since selectivity ultimately pursues that aid should be 
allocated only to countries with good policies (Svensson, 2008). 
The studies on the quality of the aid donor also point out that “aid donors should use 
country PFM systems to improve the aid effectiveness, but the truth is that donors still 
are not yet committed enough to use these systems to the maximum extent possible.” 
Using country PFM systems in practice means that aid has to be passed through in 
existing national systems, respect the laws, rules, procedures and formats and be operated 
by the same institutions (OECD, 2008). Not much progress, however, had been made 
amid advancing the use of country PFM systems by donors, “with only 45% of external 
disbursements which are channeled through country PFM systems” according to the 
PEFA survey in 2008. In addition, the 2011 survey indicated “a very small increase to 48% 
of external financing through country PFM systems” by the PEFA.  
Third, aid effectiveness relies on how the aid business is organized. Donors themselves 
have recognized that the presence of a large number of aid agencies and acting in an 
uncoordinated manner result in increases the transaction costs for recipient governments. 
Also, they may undermine the legitimacy, performance and quality of the governments 
unintentionally. In line with this, the Paris Declaration has put an emphasis on 
harmonization among donor countries and organizations which encourage them to 
partner with each other, streamline procedures and exchange information to prevent from 
duplication. The 9th and 10th out of the 12 Paris Declaration Indicators are concerning 
harmonization, but has lagged far behind other indicators in making progress (OECD, 
2011 & Lee, 2013). 
Interestingly, these three determinants of aid effectiveness, which are mentioned above, 
are all essential components in evaluating country PFM systems. Previously, a lot of 
researches have been made on each determinant’s impact on aid effectiveness such as the 
relationship between good governance, selectivity and aid effectiveness, but sound PFM 
systems which integrate these elements and encompass other factors have not been dealt 
with as crucial subject of studies in an effort to test the actual relationship with aid 
effectiveness. This paper attempts to fill such gap in aid effectiveness debates and further 
explore whether the strong PFM system has made any positive contribution to aid 
effectiveness by fostering economic growth. Such findings have significant implications 
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for the importance accorded to sound country PFM system in foreign aid literature, and 
for future international development cooperation agenda. 
 
III. Empirical Evaluation Method and Data 
1. Model Specification 
The basic specification of the growth equations is used in this study as follows: 
[Table 4] Growth Equation 
 
(1) gPCGDPit = a + b1IPCGDPit + b2(Aid/GDP)it + b3(Aid/GDP)2it + b4PFMit  
          + b5(Aid/GDP)it * PFMit + b6(Inv/GDP)it + b7(Trade/GDP) 
          + b8(FDI/GDP) + b9CPIA + b10(Aid/GDP)it * CPIA + b11HC  
          + b12Pop + eit          
 
(2) gPCGDPit = a + b1IPCGDPit + b2(Aid/GDP)it + b3(Aid/GDP)2it + b4PFM-1it  
          + b5(Aid/GDP) it*PFM-1it + b6PFM-2it + b7(Aid/GDP) it*PFM-2it  
          + b8PFM-3it + b9(Aid/GDP) it*PFM-3it + b10PFM-4it  
          + b11(Aid/GDP) it*PFM-4it + b12PFM-5it + b13(Aid/GDP) it*PFM-5it  
          + b14PFM-6it + b15(Aid/GDP) it*PFM-6it + b16PFM-7it  
          + b17(Aid/GDP) it*PFM-7it + b18(Inv/GDP)it + b19(Trade/GDP) 
          + b20(FDI/GDP) + b21CPIA + b22(Aid/GDP)it * CPIA + b23HC  
          + b24Pop + eit 
 
 
 
where 
- i and t: country and year (during 2001-2005, 2006-2010, 2011-2015) 
- gPCGDP: growth rates of per capita real GDP in constant 2010 US $ prices 
- IPCGDP: initial per capita real GDP in constant US $ prices 
- Aid/GDP: the ratio of Aid to GDP (%) where Aid is defined as official development 
assistance 
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- PFM: a composite index of PEFA pillars (%),which is a simple average of seven 
subcomponent indexes: PFM-1, PFM-2, PFM-3, PFM-5, PFM-6, and PFM-7 
- (Aid/GDP)*PFM: an interactive term between the aid ratio and the PFM 
- PFM-1: the PEFA Indicator for the budget reliability (%) 
- (Aid/GDP)*PFM-1: an interactive term between the aid ratio and PFM-1 
- PFM-2: the PEFA Indicator for the transparency of public finances (%) 
- (Aid/GDP)*PFM-2: an interactive term between the aid ratio and PFM-2 
- PFM-3: the PEFA Indicator for the management of assets and liabilities (%) 
- (Aid/GDP)*PFM-3: an interactive term between the aid ratio and PFM-3 
- PFM-4: the PEFA Indicator for the policy-based fiscal strategy and budgeting (%) 
- (Aid/GDP)*PFM-4: an interactive term between the aid ratio and PFM-4 
- PFM-5: the PEFA Indicator for the predictability and control in budget execution (%) 
- (Aid/GDP)*PFM-5: an interactive term between the aid ratio and PFM-5 
- PFM-6: the PEFA Indicator for the accounting and reporting (%) 
- (Aid/GDP)*PFM-6: an interactive term between the aid ratio and PFM-6 
- PFM-7: the PEFA Indicator for the external scrutiny and audit (%) 
- (Aid/GDP)*PFM-7: an interactive term between the aid ratio and PFM-7 
- Inv/GDP: the ratio of investment to GDP (%) 
- Trade/GDP: the ratio between exports and GDP (%) 
- FDI/GDP: the ratio between FDI inflows and GDP (%) 
- CPIA: proxy index of macroeconomic and social protection policies 
- HC: the secondary education enrollment rate as a proxy for human capital 
- Pop: population growth rate 
- e: an error term 
 
To test if the aid is effective or not, this paper examines the effect of aid on economic 
growth by using the economic growth performance of recipient nations, rather than poverty 
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reduction indicators (Lee, K. W., 2013). More specifically, in growth equation (1), we are 
able to see the impact of PFM system on the economic growth figure mainly as intended in 
this study. The PFM is a simple average of its seven pillars, indicating and scoring the degree 
of: (i) budget reliability (PFM-1); (ii) transparency of public finances (PFM-2); (iii) policy-
based budgeting (PFM-3); (iv) predictability and control in budget execution (PFM-4); (v) 
accounting, recording and reporting (PFM-5); (vi) external scrutiny and audit (PFM-6), and 
(vii) donor practice (PFM-7).  
Also, the PFM Index is subdivided into seven sub-pillars and the effects of seven pillars 
can be tested primarily in growth equation (2). Both PFM Index and its seven pillars Indexes 
are provided by PEFA’s Assessment Data & Reports (PEFA, 2005). However, unfortunately, 
PEFA does not assess every country’s PFM system periodically, so this paper averages scores 
that countries have got and uses those observations. The scores are based on the report of 
each country. The data are expressed in alphabetic and numeric scale, so the data have been 
converted all in the numeric scale in this study as follows: “A”= 4, “B+”=3.5, “B”=3, “C+”= 
2.5, “C”=2, “D+”=1.5 and “D” =1.  
 
2. Methodology 
For the growth equations as indicated above, (i) pooled OLS, (ii) Fixed Effect, (iii) 
Random Effect, and (iv) Hausman-Taylor analysis can be considered as for estimation since 
they have cross-country and time-series panel data. In this paper, Hausman-Taylor test is used 
among several economic techniques. Hausman-Taylor analysis has the feature that estimates 
the coefficient of the time-invariant variables. Moreover, it offers the efficient estimate, 
particularly when the unobserved individual factors are correlated with the explanatory 
variables under the condition that these variables are uncorrelated with the idiosyncratic error. 
On the other hand, the results of pooled OLS analysis can be biased due to unobserved 
individual factors unlike the Hausman-Taylor analysis. Compared to the pooled OLS test, the 
Fixed and Random Effect analysis would be better estimation methods, but the Random 
Effect analysis still has the limitation to making a more efficient estimation test when the 
unobserved individual factors are not correlated with explanatory variables. 
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3. Data 
Using the data from the data from 60 developing countries over the period of 2001-2015, 
the growth equations are estimated as shown in the Table. Sources for the data are 
summarized in <Appendix Table 1>, and a summary of the statistics is offered in <Appendix 
Table 2>. Plus, since PFM Index is not updated on a yearly basis as mentioned above, each 
observation is calculated by an average of three 5-year periods (2001-2005, 2006-2010 and 
2011-2015). Data for the variables described in the growth equations are mostly obtained 
from the World Bank’s World Development Indicators, except for the PFM index and its 
seven pillars, which are drawn from the PEFA Assessment Data & Report. Detailed data 
sources of respective variable are shown in the Appendix 1. 
  
IV. Empirical Test Findings 
This section shows the result regression and analyzes key findings with the below Table 5: 
[Table 5] Result Regression 
Dependent variable:  
growth rate of per capita GDP Hausman-Taylor analysis method 
Independent variables Equation (1) Equation (2) 
Initial GDP per capita 0 (0.25) 
-0.014 
(0.68) 
PFM -0.19 (0.90)  
Aid/GDP -1.267 (1.77)* 
-8.357 
(4.32)*** 
(Aid/GDP)2 .01 (0.41) 
-0.42 
(2.14)** 
PFM*(Aid/GDP) -.26 (0.23)  
PFM-1  -0.11 (0.39) 
PFM-2  .67 (1.96)* 
PFM-3  .433 (4.19)*** 
PFM-4  -0.124 (1.16) 
PFM-5  .086 (0.45) 
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PFM-6  .13 (0.54) 
PFM-7  .085 (0.26) 
(Aid/GDP)*PFM-1  1.16 (0.84) 
(Aid/GDP)*PFM-2  2.68 (1.63) 
(Aid/GDP)*PFM-3  -0.03 (4.24)*** 
(Aid/GDP)*PFM-4  .009 (0.9) 
(Aid/GDP)*PFM-5  .033 (1.97)* 
(Aid/GDP)*PFM-6  .24 (0.26) 
(Aid/GDP)*PFM-7  .037 (1.98)* 
CPIA -0.57 (1.25) 
-5.401 
(2.23)** 
(Aid/GDP)* CPIA .12 (0.34) 
.32 
(2.27)* 
Investment/GDP -0.24 (0.41) 
.25 
(2.19)* 
Trade/GDP .015 (0.79) 
.323 
(2.57)*** 
FDI/GDP .006 (0.04) 
-.05 
(0.29) 
HC -0.18 (1.22) 
-0.34 
(1.84) 
Population Growth .12 (0.34) 
-0.32 
(2.27)* 
Constant 6.764 (1.11) 
83.506 
(3.41)*** 
Number of observations 62 60 
Overall specification test  
Wald chi2(11)=15.61 
Prob> chi2=0.344 
Wald chi2(23)=98.87 
Prob> chi2=0.0003 
Over-identification test 
Chi2(6)=7.264  
Prob> chi2(7)= 0.365 
Chi2(12)=12.36 
 Prob> chi2(11)=0.321 
  Note: 1) Numbers in parentheses are z-value.  
        2) *, **, *** represent the level of significance at 10%, 5%, and 1%, respectively. 
 
First of all, we can easily find the results that there is significance in several variables with 
the growth rate of GDP per capita: investment and trade variables have positive effects on the 
growth of GDP per capita, whereas population growth variables has a negative effect on the 
growth in the regression result. Plus, FDI and human capital has no any significance 
statistically. 
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Second, CPIA Index has a negative effect by itself on the growth as described in the 
equation (1), but its interactive term with aid shows a positive effect on the growth of per 
capita income as expected. This finding has something in common with World Bank (1998) 
and Burnside and Dollar (2000) studies that aid is effective in a sound institutions and good 
governance.  
Third, the negative signs of the (Aid/GDP) and its square values indicate that aid has 
negative impacts on economic growth, while having a diminishing return. we can also make 
another equation so as to examine the marginal impact of aid on growth (Ga) besides overall 
net effects of the aid. This equation is derived from equation (2) shown as below. 
 [Table 6] Equation (3) (Resulted from Regression) 
 Ga = -8.357 + 2*(-0.42)(Aid/GDP) + (-0.32)(CPIA) + (-0.03)(PFM-3)  
     + 0.033(PFM-5) + 0.037(PFM-7) 
 
If we take the mean value of each variable from <Appendix Table 2> and calculate the 
answer, the result has a negative sign as below. It means that the marginal impact of aid is 
also negatively effective on economic growth. 
[Table 7] Calculation of the Equation (3) 
 
 Ga = -8.357 + 2*(-0.42)(10.01263) + (-0.32)(3.024113) + (-0.03)(25.0896) +  
     + 0.033(20.52734) + 0.037(15.59341)  
 
    = -8.357 + (-8.4106092) + (-0.96771616) + (-0.752688) + (0.67740222)  
     + (0.57695617) 
 
    = -17.23365497 
 
Lastly, among the subcomponents of PFM Index, the coefficient of PFM-2 (transparency 
of public finances) and PFM-3 (management of assets and liabilities) have a positive sign, 
showing the significance statistically. Meanwhile, PFM-1 (budget reliability), PFM-4 (policy-
based fiscal strategy and budgeting), PFM-5 (predictability and control in budget execution), 
23 
PFM-6 (accounting and reporting), and PFM-7 (external scrutiny and audit) are insignificant 
statistically. 
However, if we look into the interactive term with each subcomponent and aid, there are 
different results with the above. Three of PFM indicators (PFM-3, PFM-5, PFM-7) are 
statistically significant coefficients when they interact with the aid. Concretely, (Aid*PFM-3) 
variable has a negative effect on, and (Aid*PFM-5) and (Aid*PFM-7) have positive effects 
on growth of per capita income. In particular, in case of PFM-5 and PFM-7, they are not 
significant by themselves to make no any positive or negative impacts. But, when they are 
supported by the aid, it becomes significant indicating that better predictability and control in 
budget execution, and external scrutiny and audit system will help promoting growth of per 
capita income. 
Plus, if we take the marginal effect of PFM-1 to PFM-7 on the basis of statistically 
significant coefficients, which correspond to PFM-3, PFM-5, and PFM-7, the result will be as 
the following table. 
[Table 8] Equation (4) (Resulted from Regression results) 
 Gpfm = 0.67 + 0.433 +(-0.03)(Aid/GDP) + 0.033(Aid/GDP) + 0.037(Aid/GDP) 
 
If we take the mean value of each variable from <Appendix Table 2> and calculate the 
answer, the result has a positive sign as below. It means that the marginal impact of PFM-1 to 
PFM-7 is positively effective on economic growth. 
[Table 9] Calculation of the Equation (4) 
 
 Gpfm = 0.67 + 0.433 + (0.03)(10.01263) + (-0.03)(10.01263) + 0.033(10.01263)  
       + 0.037(10.01263)  
 
      = 0.67 + 0.433 + 0.3003789 + (-0.3003789) + 0.33041679 + 0.37046731 
 
      = 0.37046731 
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V. Conclusion and Recommendations 
Strengthening PFM system has emerged greatly as an essential institutional factor for 
improving the effectiveness of aid. Strong and sound PFM systems are commonly being 
underlined for the achievement of public policy objectives as well as international 
development strategies and policies. The United Nations agencies, international and national 
non-governmental agencies also have endeavored to make PFM systems more effective for 
the achievement of SDGs. Under this circumstance, this paper has attempted to fill the gap 
between the relationship between country PFM system and aid effectiveness. 
Using the data gathered by the PEFA Assessment & Data from 60 aid-recipient countries 
over the period of 2001-2015, this study has analyzed the impact of PFM system on 
economic growth of developing nations. This analysis shows that the overall net impact of 
aid on growth per capita income has been negative, but aid is effective under certain 
condition that a sound institutions and good governance exist.  
Among the seven PFM subcomponents, transparency of public finances (PFM-2) and 
management of assets and liabilities (PFM-3) have shown positive effects on economic 
growth. Even though the rest of the PFM indicators are insignificant statistically, 
management of assets and liabilities (PFM-3), predictability and control in budget execution 
(PFM-5), and external scrutiny and audit (PFM-7) have become effective positively on 
economic growth when they interact with aid. Plus, while the marginal impact of aid is 
negatively effective on economic growth, we have found out that the marginal impact of 
PFM-1 to PFM-7 is positively effective on economic growth. 
Most people might assume that strong and sound PFM system would help promote aid 
effectiveness and lead to greater economic growth. Empirically, however, this paper have 
identified only some of elements have positive impacts on improving aid effectiveness as 
mentioned above. But, there are still some limitations of the hypothesis that this present paper 
tested. First of all, the length of observation periods, only three 5-year periods, was too short 
to achieve fruitful impact on aid through hypothesis analysis.  
Second, a total of 60 developing nations were quite small sample size to have significant 
results. However, it was not feasible to have enough data since there were not many countries 
whose PFM system have been evaluated by PEFA more than two times. If more data can be 
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collected for analysis, it would be better to make more significant results with a high level of 
confidence.  
Third, PEFA framework itself might have a lack of credible information for measuring and 
evaluating country PFM performance. In particular, assessment raters (lead agency/agencies) 
have a tendency to involve subjective elements on their own in scoring and reporting the 
status of PFM system. Even raters are many and different between nations, so it is 
challenging to maintain consistency in PFM assessment.  
Despite these limitations, this study has significant implications in assessing PFM system 
and further exploring the association between two variables: country PFM system and aid 
effectiveness. Without any no doubt, PEFA measurement framework is one of the most 
advanced tools to measure and estimate the status of country PFM system, but it is strongly 
recommended that PFM Index should be redesigned and modified based on empirical study 
and research so as to improve aid effectiveness. PFM system has to be strengthened and 
moved forward in the direction of facilitating the delivery of public finance and service in an 
effective way.  
Recently, PEFA has made concerted efforts to develop and upgrade its framework in order 
to reflect the changing development environment surrounding the world. Also, many studies 
have attempted to analyze PFM system and aid effectiveness. But, still further studies are 
needed to provide a detailed analysis of each stage of budget cycle (and seven pillars of PFM 
system) and its impacts on aid effectiveness as well as the relationship between PFM system 
and aid effectiveness broadly. This approach will begin the new chapter of the aid 
effectiveness debate in the near future.
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[Appendix] 
<Appendix Table 1> Data Sources 
Variable Explanation Source URL 
Growth rate of  
real GDP per capita 
Growth rate of GDP per capita in 
current US dollar deflated by US 
GDP deflator 
https://data.worldbank.org/indicator/NY.GDP.PCAP.KD 
Initial GDP per 
capita 
GDP per capita  
in 2001, 2005, 2011 https://data.worldbank.org/indicator/NY.GDP.PCAP.KD 
Aid/GDP Net ODA received (% of GNI) https://data.worldbank.org/indicator/DT.ODA.ODAT.GN.ZS 
PFM Average of PFM-1, PFM-2, PFM-3, PFM-4, PFM-5, PFM-6, PFM-7 https://pefa.org/assessments/listing 
PFM-1 Budget Reliability https://pefa.org/assessments/listing 
PFM-2 Transparency of Public Finances https://pefa.org/assessments/listing 
PFM-3 Policy-based Budgeting https://pefa.org/assessments/listing 
PFM-4 Predictability and Control in Budget Execution https://pefa.org/assessments/listing 
PFM-5 Accounting, Recording and Reporting https://pefa.org/assessments/listing 
PFM-6 External Scrutiny and Audit https://pefa.org/assessments/listing 
PFM-7 Donor Practice https://pefa.org/assessments/listing 
Investment/GDP  Gross capital formation  (% of GDP) https://data.worldbank.org/indicator/NE.GDI.TOTL.ZS 
Trade/GDP  Exports of goods and services  (% of GDP) https://data.worldbank.org/indicator/NE.EXP.GNFS.ZS 
FDI/GDP  Foreign direct investment, net inflows (% of GDP) https://data.worldbank.org/indicator/BX.KLT.DINV.WD.GD.ZS 
CPIA Sum of the CPIA clusters https://data.worldbank.org/indicator/IQ.CPA.STRC.XQ 
Human capital  Secondary school enrollment rates https://data.worldbank.org/indicator/SE.SEC.ENRR 
Population growth Population growth (annual %) https://data.worldbank.org/indicator/SP.POP.GROW 
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<Appendix Table 2> Sample Statistics 
Variable Obs. Mean Std. Dev. Min. Max. 
GDP PC Growth 180 2090.434 2340.543 129.39 14336.49 
Initial GDP PC 180     1865.033 2230.196 117.41 12189.1 
Aid/GDP 179 10.01263 12.06461  107.29 
(Aid/GDP)2 179 243.6283 923.0342  11511.24 
PFM 128      2.352031 .4202256 1.17 3.39 
Aid*PFM 179 10.01263 12.06461 0 107.29 
PFM-1 128 2.676875 .625827 1 4 
PFM-2 128 2.605 .5897444 1 4 
PFM-3 132 2.593939 .7820366 0 3.75 
PFM-4 128 2.401016 .4687088 1.39 3.44 
PFM-5 128 2.343047 .4687088 1 4 
PFM-6 127 2.081811 .5636902 1 3.67 
PFM-7 123 1.664878 .617024 1 4 
Aid*PFM-1 128 24.80484 30.85193 .01 254.81 
Aid*PFM-2 128 23.45445 25.72409 .01 182.39 
Aid*PFM-3 132 25.0896 30.26763 0 241.4 
Aid*PFM-4 128 22.01359 26.23924 .01 208.62 
Aid*PFM-5 128 20.52734 23.20861 .01 160.94 
Aid*PFM-6 127 19.34134 24.95869 .01 187.76 
Aid*PFM-7 123 15.59341 17.76906 .01 107.29 
Investment/GDP 168 24.03595 7.815077 5.19 53.05 
Trade/GDP 172 33.07645 17.49997 6.28 95.64 
FDI/GDP 180 5.205333 6.148088 -1.3 45.88 
CPIA 141 3.024113 .8781987 .58 4.44 
Human Capital 156 58.83026 28.00497 8.01 141.5 
Population Growth 180 1.845222 1.272699 -1.3 4.86 
 
